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Bertholdt: Planning for Profitability

Profit planning, important in any industry, is par
ticularly vital in
industries that are subject to
frequent and unpredictable fluctuations in sales,
prices, and supplies. This article, which is based
a study done for the American Meat Institute, de
a program tailored to the needs of the meat
packing industry. Its broad outlines, however, are
much more widely applicable.

PLANNING FOR PROFITABILITY
by Richard H. Bertholdt
Price Waterhouse & Co.

is essential for
successful operation in a com
petitive business. Since every com
pany has its unique problems, every
profit plan must be tailor-made.
Yet the basic elements of profit
planning are universal. Thus, the
profit planning program described
in this article, although it was
developed for a specific industry
—meat packing—is applicable in
broad outline to other industries as
well.
The special problems of the meat
rofit planning
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packing industry include the un
certainty of livestock availability
(in terms of quantity, quality, and
price); rapid fluctuations in the
prices of livestock and fresh meat
and thus in profit margins; and the
problems characteristic of busi
nesses that produce joint products
and by-products. Few industries
have to contend with so many in
terrelated variables that fluctuate
frequently and so unpredictably.
This type of environment presents
a compelling argument for formal

profit planning. Furthermore, these
problems are not so unusual as to
constitute reasons why profit plan
ning cannot be made to work as
successfully in this as it does in
other industries.
Nevertheless, the meat industry
on the whole has lagged in the de
velopment of formal profit planning
procedures. Some individual com
panies have recognized the need
for more formal planning, but most
meat packing companies follow
rather traditional and informal rule-
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the general management of the
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many of the major functions within
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other means of determining such
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factors as past market penetration
ships. The system begins with the
unilaterally within functional areas,
marketing organization, where re
and performance, how sales (by
without sufficient consideration of
products) have been trending, the
sponsibility is established for gen
their effect on other areas or upon
pattern of distribution of sales to
erating data for the short-range,
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management personnel represent
and what future marketing plans are
casts. Procurement personnel then
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for special sales and product pro
generate data as to livestock avail
cooperated to arrive at a decision,
motions. The process of using his
abilities, and these data, together
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but even in such cases the decisions
with the sales forecasts, are used in
nificant trends and patterns in order
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have not been measured in terms
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ule. The procurement schedule
of their aggregate effect upon prof
to withdraw to mere extrapolation
triggers production, which starts
its of the entire company.
of historical trends—that is, to say:
the processing operation and gener
“We have gone up three per cent
ates finished goods. These goods are
Integration
a year, on the average, so next year
available for distribution through
we’ll go up another three per cent”
Historically, the departmental
company distribution channels and
—this is not planning. Planning im
set-up has tended to generate man
for shipments to customers, thus
plies
the process of careful thought,
agement information within each
generating sales and closing the
in
the
light of the process of
functional area. Marketing would
“loop.” The relationship of the ac
generate sales forecasts on products
change.
counting and financial functions of
For responsibility reporting pur
distributed within company chan
the company to the other areas is
nels; various product managers,
poses, and in order that sales budg
also depicted.
both at the head office and plant
ets and goals be a living part of
Earlier, it was stated that oper
the sales organization, sales forelevels, would prepare sales fore
ating plans must logically precede
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casting information according to the
organizational channels of market
ing, typically along geographical
and/or product lines, will be neces
sary.

Because at some point the com
pany expects to show a profit by
products or product groups, those
products or product groups are the
second dimension in which sales
forecasting information will be re
quired. If various channels of dis
tribution are used, and if each
channel has a different distribution
cost, this is a third significant di
mension. Furthermore, if there is
a concentration of buying in the
hands of relatively few chain store
customers, forecasts should be
made by customer groupings. These
four factors (organization, prod
uct, channel, and major customer),
then, have to be built into a sales
planning and reporting system.

Adjusting the forecast for trends
Seasonal adjustments should be
made to forecasts in order that the
annual profit plan can be compared
with actual results to date at in
terim periods and so that there
can be some meaning to the com
parison. For example, suppose that
the annual expected volume were
simply divided by 12. Along comes
Lent, and the sales volume of meat
products, rather predictably, is re
duced. The explanation for the dif
ference between the planned and
actual volumes reported would
merely be that the plan was not
properly adjusted for seasonal
trends.
In many industries with more
stable material cost and selling
price patterns the next step in mar
keting forecasting would be the
predetermination of expected prod
uct selling prices through the va
rious product sales channels. In
this area, the meat packing in
dustry poses some very peculiar
problems. Instead of attempting to
predict selling prices, the industry
places a great deal of emphasis on
gross margins, with the thought in
mind that even though selling price
levels per se are rather unpredict
January-February, 1968
Published by eGrove, 1968
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able, the relationship between live
stock costs and green meat prices
(within certain limits) remains
over the long term at least some
what within the control of the meat
packers, certainly more so than the
single factor of selling price.
To sum up, then, sales forecast
ing will have an influence in mar
keting, procurement and process
ing, finance and accounting, and
product pricing as follows:

Influence of forecast
1. In marketing: The sales fore
cast has many uses in the hands of
marketing management.
First, by indicating the probable
size of the market for the period
ahead, the forecast establishes a
target for the sales force. If the
sales forecast is sound and realis
tic, it can inspire salesmen and sales
managers to meet the forecast.
Often, sales quotas based upon the
sales forecast are also the founda
tion of a sales compensation plan.
Second, sales forecasts and re
sulting profit expectations, by terri
tories, may serve to indicate
whether or not sales territories are
properly established.
Third, the sales forecast should
reveal those areas in which the
sales effort might be better di
rected, where the sales staff is do
ing the best job in relation to com
petition, and where poor showings
are being made.
Fourth, the sales forecast can be
used as an indicator for directing
the company’s advertising effort to
those areas where the company’s
position is weak or where the po
tential return is great.
2. In procurement and process
ing: One of the most important
uses of the sales forecast is that of
serving as the logical point from
which to start the planning and
control of procurement and pro
duction. The procurement and
processing departments will find
that a reliable forecast of sales as
sists them in determining killing
levels; in balancing requirements
for prime cuts such as hams, bellies,
loins, etc., with production; and in

These four factors
( organization,

product,
channel,
and major customer),

then,

have to be built
into a sales planning

and reporting system.
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ILLUSTRATION 2

UNIT
SELLING
PRICE

ILLUSTRATION OF OPERATING MARGIN CONCEPT
IN OPTIMIZING SELLING PRICES AND VOLUMES
IN THE MEAT INDUSTRY

SALES
REALIZATION

DIRECT
COST $.42
PER UNIT

OPERATING
MARGIN

OPERATING
MARGIN
PER UNIT

FIXED COST

NET PROFIT

NET PROFIT
PER UNIT

$.080

$.60

1,000

$600

$420

$180

$.180

$100

$80

.61

995

607

418

189

.190

100

89

.089

.62

970

601

407

194

.200

100

94

.097

.63

920

580

386

194

.218

100

94

.64

850

544

357

187

.220

100

87

(1)
.102

.102

(1) Maximum Net Profit and Operating Margin A mount

__

ILLUSTRATION

COMPONENTS OF SALES FORECASTING
IN THE MEAT INDUSTRY

IRREGULAR

1963

1964

1965

1966

(ILLUSTRATION 4
PLANT CAPACITY
COMPARED TO FORECASTED SALES VOLUME

Bar Heights Show Plant Capacity • Shaded Parts Show Forecast of Sales in Pounds.
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ILLUSTRATION 5

Week ending: August 30, 19xx

SAUSAGE FORMULATION REQUIREMENTS
PRODUCT

A

B

c

ESTIMATED PRODUCTION

25,000

15,000

45,000

25

20

29

24,000

13,500

39,000

FORMULA NUMBER
MATERIAL REQUIRED
REQUIREMENTS
VARIABLE

FIXED

TOTAL

TOTAL
AVAILABLE

10,000 (F)
18,500

18,000

7,500

25,500

PORK TRIMMINGS—80%

7,500

1,500

9,000

PORK TRIMMINGS—50%

25,000

10,000

35,000

1,500

500

2,000

1,500

700

700

500

1,000

1,000

REGULAR BEEF TRIM

SKINNED JOWLS

BLADE MEAT
CHOPPED HAM

SURPLUS
(SHORTAGE)

7,500

3,000
(1,500)

15,000 (F)
25,000

5,000

(500)

(200)
(1,000)

(F) Freezer Stock

illustration
DETERMINATION OF PROCUREMENT REQUIREMENTS

Week ending: August 30, 19xx

POUNDS

PIECES

220/240

LOINS:
8/12
12/16
16/20
20/up

28,300
93,900
43,800
15,750

2,830
6,705
2,430
750

5,000

BELLIES:
8/10
10/14
14/18
18/up

6,300
43,000
64,500
20,000

620
3,300
5,009
1,000

1,000
4,000

HAMS:
12/16
16/20
20/24
24/30

69,750
68,500
47,800
67,000

4,885
3,858
2.196
2,577

5,000

PRODUCT

NUMBER OF PIECES

LIVE WEIGHT RANGE

REQUIREMENTS

240/260

260/270

2,170
4,000

2,705

70
2,250

2,500
3,000

380
700

4,000

1,009

2,500

3,000

4,500

3,000

15
142
304
423

4,000
2,500

SUMMARY
NUMBER OF PIECES
NUMBER OF HEAD

5,000
2,500

TOTAL HEAD
AVERAGE WEIGHT

7,250
253

4,000
2,000

2,500
1,250

3,000
1,500

ILLUSTRATION 7

PROJECTION OF

SHORTAGE

SURPLUS

270/UP

CONVERSIONS
FINISHED PRODUCT

Week Beginning September 14, 19xx
PICNICS

ESTIMATED
VALUE
(PER CWT.)

CT BUTT
80% TRIMMINGS
50% TRIMMINGS
REGULAR TRIMMINGS
18/20 BELLY
FAT1
BONES2
SHRINK

$35.50
30.00
18.00
43.00
22.50
8.50

VALUE OF CONVERTED PRODUCTS2
LESS—DIRECT COST TO CONVERT

73.65%

73.00%

9.54
16.61
.20

10.72
16.08
.20

BOSTON
BUTT

BELLIES
25/30

(REGULAR)

44.70%
12.10
19.60
19.00

12.40%

76.00
11.50

4.10
.50

.10

100.00%

100.00%

100.00%

100.00%

$22.59
1.65

$22.45
1.57

$31.20
1.44

$19.99
1.36

20.94
21.50

20.88
20.00

29.76
28.00

18.63
16.50

.88

$ 1.76

$ 2.13

NET CONVERTED VALUE
VALUE OF ORIGINAL PRODUCT
NET CONVERTED VALUE OVER (UNDER)
VALUE OF ORIGINAL PRODUCT

6/8

4/6

$ (.56)

1Picnic Fat at 60% of Lard or $5.10 • Belly Fat

$

68% of Lard or $5.78.

2 The bone-handling and processing costs equal the revenues therefrom (break-even);
therefore, no value
assigned to the bones under value of converted products.

January-February, 196S
Published by eGrove, 1968
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Short-range forecasting is based upon the most current information available . ..

enabling them to schedule and stab
ilize the labor force, over the year
and short-term, as well as in achiev
ing the optimum use of plant and
equipment capacity.
 in
The forecast is also important
controlling inventory levels. All too
often companies build up inven
tories
the demand slackens, cre
ating surpluses, or maintain low in
ventory levels as demand increases,
creating deficits. Both types of un
balanced inventories, of course, re
sult in severe economic penalties.
The forecast can also help even
out production-level changes at
tributable to seasonal fluctuations
by pinpointing desirable times to
build up or decrease frozen meat
inventories.
3. In finance and accounting:
Finance departments use the sales
forecast for estimating cash require
ments and for planning short-term
and long-term financing. The ac
counting department uses the sales
forecast for developing planned
costs and for the preparation of op
erating budgets, dependent upon
assumed levels of production and
sales.
4. In product pricing: Sales
prices are dependent to varying
degrees upon product costs and
upon the desired margin a com
pany wishes to obtain n its prod
ucts. Volume, in turn, is affected by
the price level at which the com
pany desires to sell its products.
Volume affects costs to the extent
that costs behave differently at
varying levels of volume. There
fore, if prices are to be set carefully
to enable the company to obtain
the best net profit available, the
sales outlook must be carefully
analyzed in relation to product
costs, desired margins, and volume.

Forecasting in the meat industry
To develop a successful sales
forecast, the meat packer must pre
dict as accurately as possible the

expected sales tonnages of the com
pany’s products for the ensuing
year and the relative margins at
which such sales can be made. In
developing an annual forecast the
following problems, unique to the
industry, must be considered:
1. Projected sales tonnages are
the most meaningful tool to work
with: Because of the volatile way
in which the price level for meat
products may react during different
seasons and economic periods, the
injection of anticipated price levels
into the annual sales forecast tends
to distort and complicate the fore
cast.
2. The sales forecast must take
into account the nature of the
packers business:
packer who
has known customer demands for
his entire slaughter level will view
his sales objectives differently from
the packer who determines slaugh
ter levels regardless of known proc
essing and customer demands and
who thus might frequently have
surplus green meats to dispose
In projecting sales of "con
sumer brand-identified” products,
the packer must take into account
the effects of advertising and sales
promotions, as well as anticipated
increases in sales tonnages through
an increased sales effort and in
creased customer demand.
3. The effect of varying levels of
livestock supply and consumer de
mand must be considered in pro
jecting gross and operating mar
gins: Gross margin is defined as
representing the excess of sales re
alization over meat cost.

Gross and operating margins
Operating margin represents the
excess of gross margin over all vari
able procurement, slaughtering,
processing, selling, and general and
administrative expenses.
Gross margin is a means of de
termining how well meat cost vari
ations are reflected in selling price

https://egrove.olemiss.edu/mgmtservices/vol5/iss1/3


Sales forecasting techniques
The choice of a sales forecasting
technique and its adaptation to the
needs of a particular company are
a highly individualized matter.
system that produces good results
for one company may produce dif
ferent results for another.
A choice would probably be
made from among one or more of
the following techniques.
The sales force composite meth
Under this method, each route
salesman, national key account
salesman, and branch manager is
made responsible for developing
his own sales forecast. Each person
responsible for preparing a seg
ment of the sales forecast would
Management Services
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changes. The significance of gross
margin rests squarely on the fact
that livestock costs change by rela
tively large amounts on a frequent
basis and that these cost changes
should have a direct effect on both
selfing prices and volume sold. For
processed meats, the importance of
gross margin is less than for green
meat operations because processed
meats contain more “value added.”
Selling prices of processed meat
products generally do not react as
quickly or as directly in line with
live or fresh meat costs. However,
gross margin can serve as a “stop
point”: When gross margin reaches
a predetermined minimum amount,
management is alerted that action
is required.
The significance of operating
margin for short-term planning is
straightforward: When the total
amount of operating margin is
maximized, net profit is maximized.
As is shown in Illustration 2 on
page 22, this is not true in terms of
per-unit operating margin, but it
does apply to the total dollar
amount. This is because operating
margin discloses the full impact of
the interaction of selling price,
variable costs, and sales volume.
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.. . and is intended to serve, each week, as an operational guide.

be furnished with pertinent infor
mation as to anticipated internal
and external factors which could
be expected to influence his mar
keting plan, such as changes in the
product line, advertising and sales
promotions, consumer demand, eco
nomic conditions, and expected
goals of the company in total. The
sales forecast will also be more
meaningful to the salesman and
useful to the company if the sales
man is informed of the relative
profitability of the product lines so
that the salesman may plan for,
and be motivated toward, the most
profitable mix of products.
Analysis of market and industry
factors: Business indicators are
helpful tools in gauging the status
of general economic conditions and
the effect on the total market for
the meat packing industry. Some of
the indicators which are most help
ful in gauging economic conditions
are forecasts of gross national prod
uct, personal income, population
levels, employment, and prices.
Statistical analysis (time series
analysis): Statistical methods are
becoming increasingly popular
a means of increasing the accuracy
of sales forecasts. Various economic
and market factors can be observed,
measured, and projected to analyze
their effect on the industry’s and
a particular company’s position. If
the effect of these factors is known,
then the forecaster need concern
himself primarily with estimating
the probability and magnitude of
this effect. Sales are generally af
fected by four basic factors (see
Illustration 3 on page 22): growth
trends, business cycle fluctuations,
seasonal fluctuations, and irregular
variations.
A time-series analysis is a sta
tistical method of separating and
analyzing the historical effect of
these components on sales and ex
posing irregular factors. The his
torical sales data for a period of
time must be broken down into

January-February, 1968
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trend, cycle, seasonal, and irregular
components, thus giving a picture
of what the sales pattern would
have been under each condition.
The effect of the basic components
is then projected, allowing for
known or anticipated unusual pat
terns, so as to arrive at the fore
casted sales level.
Mathematical techniques: Mathe
matical formulas and techniques
have been developed for establish
ing the relationship of economic
movements to the historical sales
pattern and arriving at projections
of future sales.
These techniques usually involve
the use of electronic computers to
solve formulas developed by spe
cialists with mathematical back
grounds. Many companies have
found the results obtained through
the use of these forecasting meth
ods to be highly satisfactory.
One such technique which has
produced gratifying results when
applied to short-range forecasting
is “exponential smoothing.” Expo
nential smoothing is essentially a
prediction based on current sales
data and all previous sales data and
weighted so as to give greater ef
fect to the latest incoming infor
mation.

Short-range forecasting
Short-range forecasting is based
upon the most current information
available and is intended to serve,
each week, as an operational guide
for procurement, processing, and
inventory control purposes. The
long-range and annual forecasts, on
the other hand, are intended to di
rect the company’s efforts on a
broader basis and to serve
tools
for making decisions affecting the
long-range profit potential of the
company.
typical short-range
forecast in the meat packing in
dustry might cover forecasts for the
ensuing week as well as the re
mainder of the month. The selec

tion of both the length and time
interval of the forecast period,
however, is affected by such fac
tors as the intended purpose of the
forecast, the nature of the com
pany’s sales pattern, the company’s
minimum information needs for
planning, and the accuracy that
can reasonably be expected in fore
casting sales.
Profit planning is a total disci
pline. While sales forecasting is a
logical starting place, it must be
recognized that livestock avail
ability and plant capacity may
make it necessary to revise sales
forecasts. The following benefits
can be derived from greater coordi
nation of marketing and procure
ment programs:
• Such coordination provides a
greater ability to use slaughtering
facilities at the most desirable op
erating levels from a cost and profit
viewpoint.
• Such coordination permits
overall labor planning to be co
ordinated on a plant-wide basis
to avoid the ever-present problem
of minimum work week guarantees
and layoffs, with resulting “bump
ing” of less senior employees.
• Such coordination allows ad
vance knowledge of what surplus
fresh meat products and, con
versely, what deficit products will
result from the planned slaughter
level. This knowledge allows maxi
mum time for marketing personnel
to plan marketing strategy aimed at
disposing of such surplus in an
orderly manner, with a minimum
of price concessions and price fluc
tuations.

Procurement budget
The planning underlying the
preparation of a procurement
budget is predicated on sets of as
sumptions—assumptions with re
spect to such factors as economic
climate, changes in livestock supply
patterns, changes in livestock prices

25
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SLAUGHTERING COSTS
PER HEAD AT VARYING CHAIN SPEEDS

( ILLUSTRATION

Thousands of Hogs

(ILLUSTRATION 9
1.

Raw material. Livestock or green
meat.

2.
3.

Ingredient material.
Packaging material. This often is
treated as a supply or expense

item in the industry. Because of

MATERIAL COST

its direct cost nature and sig
nificance, it may be more desir

able to include packaging as a

material cost.

VARIABLE
PRODUCT COSTS

any case, it

should be a separate cost ele
ment.
4.

Direct labor. This should include
hourly labor for which there is

DIRECT LABOR

measurable and identifiable pro
duction. It should not include

supervision or fringe benefits.
5.

Variable

plant costs.

This

in

cludes variable in-plant costs of

VARIABLE PLANT COSTS

an indirect nature, including op

erating supplies.

Programmed plant costs. This in
cludes those expenses which are

discretionary, such as supervi

sion. Having once established an
PROGRAMMED PLANT COSTS

operating plan and approved the
expense, management may ex

FIXED
PLANT COSTS

pect it to remain relatively fixed

over the life of the plan or until

a decision is made to change it.
7.

FIXED PLANT

Fixed plant costs. This includes

those costs which would be in
curred without regard to volume
level, such as depreciation.

26
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ILLUSTRATION
RELATIONSHIP OF INCOME STATEMENT
CATEGORIES TO SUPPORTING ANALYSES
INCOME STATEMENT SECTION

RELATED SUPPORTING ANALYSES

SALES
TRANSFERS OUT
SALES DEDUCTIONS

1.
2.

LIVESTOCK OR GREEN MEAT
COSTS-AT ACTUAL GROSS MARGIN

1.
2.

3.

Product Line Profitability Summary—
Weekly and Periodic—Illustration 12
Product Sales and Operating Margin ReportWeekly and Periodic

Buyer Evaluation Report
Hog-Cutting Yield Report—
Weekly and Periodic
Material Yield Report—
Weekly and Periodic—Illustration 13

VARIABLE COST OF GOODS SOLD
AT STANDARD

1.

Same as Profitability Statements Listed
for Sales Section Above

VARIABLE COST VARIANCES
FROM STANDARD

1.
2.
3.

Cost and Expense Summary—Periodic
Responsibility Performance Reports—
Periodic—Illustrations 15 to 19
Weekly Labor Report

OPERATING MARGIN

1.

Function of Sales and Costs Above

FIXED COSTS ABSORBED
FIXED COST VARIANCES

1.

Same as for Variable Cost Variances
Section Above

OPERATING PROFIT

1.

Function of Operating Margin and
Fixed Costs Above

Month: March, 19xx
YEAR TO DATE

CURRENT PERIOD

VARIANCE
FROM PLAN

ACTUAL

SALES
LESS—SALES DEDUCTIONS

$10,330,770
87,220

NET SALES
TRANSFERS OUT

10,243,550
198,370

NET CREDITS
LESS—LIVESTOCK/GREEN MEAT COST

10,441,920
7,831,440

2,610,480

GROSS MARGIN

LESS—VARIABLE COST OF GOODS SOLD:
OPERATING COSTS AT STANDARD
SELLING AND DISTRIBUTION COSTS
AT STANDARD
ADMINISTRATIVE COSTS AT STANDARD

OPERATING MARGIN

INCOME STATEMENT TOTAL COMPANY

7,210
4,750
(1,900)

220,050
112,780

OPERATING MARGIN BEFORE VARIANCES
VARIANCES

LESS—FIXED COSTS:
FIXED MANUFACTURING COST OF
PRODUCTION ABSORBED
FIXED MANUFACTURING COST
VARIANCES
FIXED SELLING AND DISTRIBUTION
COSTS
FIXED ADMINISTRATIVE COSTS

1,458,445

10,060

1,152,035
(11,430)

(5,660)
(11,430)

1,140,605

(17,090)

427,880

1,250

7,570

7,570
(2,150)
150

340,890
259,610

TOTAL ACTUAL FIXED

6,820

1,035,950

(INCREASE) DECREASE IN FIXED COSTS
IN INVENTORY VALUE

5,211

5,211

TOTAL FIXED

1,041,161

12,031

OPERATING PROFIT

99,444

5,059

NET PROFIT

(750)

(8,650)

OTHER INCOME (EXPENSE)

$

90,794

$

(15,720)

1,125,615

TOTAL VARIABLE
AT STANDARD

ILLUSTRATION 11

$

$

VARIANCE
FROM PLAN

ACTUAL

$

4,309

Disposition: Executive Vice-President
President

January-February, 1968
Published by eGrove, 1968
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will beSystems,
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is used,
it would
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3
competitive strategy, to name a
ingredients to obtain a fresh meat
be appropriate to use the standard
few. Plans based on one set of as
basis, the common denominator for
unit costs. If standard costs are not
sumptions versus another set can
planning purposes.
used, it will be necessary to use
yield radically different results; the
historical data, probably last year’s
essence of this planning process is
actual costs. These costs would
Procurement timing
that it consists of weighing the va
have to be revised to reflect cur
rious alternative combinations of
Next, projections of livestock
rent conditions, such as wage in
these interrelated factors, thus ar
availability and the pattern of mar
creases under the union contract,
riving at an informed judgment
gins are reviewed to see if the pat
supply price changes, etc.
to what is most appropriate under
tern of that avenue of satisfying
At this point the annual profit
the circumstances. The very process
raw material requirements is com
plan would be completed to the
of weighing alternatives tends to re
patible with the needs pattern. In
“operating margin” level. Next, the
sult in a more thoughtful and realis
those periods of good slaughtering
fixed costs of production, marketing
tic plan; and if the analysis is
margins, procurement of the live
and distribution, and administra
done properly, alternative plans
animal might be favored, thereby
tion would be budgeted and de
are available to be put into effect
intentionally generating a surplusducted in total to arrive at the
quickly in the event that conditions
expected to be marketable at a
year’s planned pretax profits.
assumed under the primary plan
profit—of certain fresh meat prod
do not materialize. In other words,
ucts. However, this is limited by
The short-term operating plan
the planning is done in advance,
(1) availability of livestock, (2)
in an atmosphere of reason, rather
slaughtering capacity of the indi
Although the annual procure
than on a crash basis, in an at
vidual plants, and (3) ability of
ment planning process is important
mosphere of crisis.
the sales personnel to dispose of
to provide coordination of the sales
The following information should
the surplus product at adequate
and production responsibilities, it
be available when considering the
margins.
does not provide the type of infor
annual procurement budget:
Conversely, in those periods of
mation necessary to operate the
• Forecasted sales volume (bro
predicted poor slaughter margins,
business on a “day-to-day” basis. It
ken down by month or period)
management may not favor pro
therefore is necessary also to have
• Estimated trend of margins for
curement of livestock but instead
a short-range weekly operating
the year
would indicate that green meat
plan.
• Projections regarding avail
should be purchased to satisfy Re
In many respects, the shortability of livestock for the year
quirements, to avoid the generation
range operating plan follows the
• Slaughtering capacities and
of surplus fresh meats that may
pattern established for the annual
costs, at varying volumes
have to be sold at “distress” prices.
plan. Thus, a sales forecast is pre
• Processing department capaci
After the procurement level has
pared for the products to be sold
ties and standard processing costs
been established for the year, at
during the “planning week.” This
• Formula and yield data.
tention will be directed to the proc
forecast will also provide several
The annual sales volume fore
essing departments. Production
weeks in advance sales estimates of
cast is prepared by major products
plans must be made so that proc
those product items which require
and product groupings. This fore
essing facilities will be available to
a longer period to process, such as
cast serves as the starting point for
process the product required to
dry sausage. Explosion techniques
determining what raw materials are
meet the sales forecast. Thus, it is
will be used to determine raw ma
required to fulfill the production
necessary to refer to the sales fore
terial requirements. Illustration 5
needs for the forecasted sales vol
cast to determine relative levels of
on page 23 shows the results of
ume. The raw materials required
operations in the individual depart
the explosion in terms of require
for each broad product grouping
ments by comparison to capacities
ments or needs to meet the sales
are converted into equivalent green
established by the operations de
forecast. The so-called fixed needs
meat, through the use of formulas
partment — see Illustration 4 on
are an absolute requirement of par
and established yields, and then
page 22.
ticular products, whereas the vari
After each department’s activity
translated to livestock equivalent.
able needs represent those ingredi
is established, variable expenses of
This gives a picture of meat re
ents which could be replaced by
quirements, restated in terms of
the department must be applied
other ingredients meeting certain
“whole animals.”
to volume to complete the profit
characteristics.
Processed products, such as sau
plan for the year to the operating
The category available raw ma
sage items, are “exploded” into their
margin level.
terials (shown in the illustration)
individual ingredients such
pork
Estimated variable expenses can
includes inventory of fresh and
trimmings or boneless beef. The
generally be best developed in
frozen products as well as prod
established yields for each of the
terms of per-unit costs. If a stan
ucts that will be derived from the
28
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(ILLUSTRATION 12
PRODUCT LINE PROFITABILITY SUMMARY

Week: March 26, 19xx
VARIANCE FROM PLAN-FAV. (UNFAV.)

ACTUAL

Sales Weight
(Cwt.)

Gross Margin

337,885

$168,943

BEEF CUTS

9,276

BONELESS BEEF

3,262

CARCASS BEEF

Operating
Margin

Gross Margin
Per Cwt.

Amount

$ (8,740)

$(.002)

$(12,750)

$(.004)

2.10

950

(2,320)

(158)

(2,140)

(.231)

3.90

1,120

(1,040)

—

(3,010)

(.922)

72,260

1.92

(2,711)

2,630

—

(3,170)

(.084)

14.00

22,160

12.50

(450)

525

—

2,500

1.410

8.00

32,710

6.90

590

.012

$ 87,850

25,509

2.75

19,480

14,679

4.50

12,720

37,635

103,496

2.75

SAUSAGE

1,773

24,822

SLICED BACON

4,740

37,920

—

TOTAL

Per Cwt.

Per Cwt.

$ 2,510

.50

PORK

Operating Margin

Gross Margin

Operating
Margin
Per Cwt.

$

$375,369

—

$

$247,180

Due to Volume Due to Margin

.26

—

2,366

(5,845)

$ 3,785

$(14,790)

(.755)

$(17,980)

-

-

Disposition: Marketing Manager • Plant Manager • Regional Manager

illustration

13

MATERIAL YIELD REPORT SLICED LUNCHEON MEAT

Week Ending: March 26, 19xx
VARIANCE FROM STANDARD

STANDARD YIELD
PRODUCT

WEIGHT

AMOUNT

PER CENT

WEIGHT

1.75

162

.41

27

9

6,750

4.93

378

131

7,315

.84

65

WEIGHT USED

PER CENT

BOLOGNA 6 OZ.

9,283

91

8,448

OLIVE LOAF 6 OZ.

6,540

95

6,213

LIVER LOAF 6 OZ.

7,670

88

SPICED LUNCHEON MEAT 6 OZ.

7,700

95

COOKED HAM 6 OZ.

2,018

91

1,836

(5.52)

ASSORTED 12 OZ.

4,657

91

4,238

3.70

172

55

SALAMI 6 OZ.

8,287

91

7,541

2.83

235

79

928

$238

TOTAL

46,155

42,341

Disposition: Sliced Luncheon Meat Foreman • Plant Superintendent •

(111)

$

41

24
(101)

Plant Manager

MANUFACTURING AND ADMINISTRATIVE AREAS:

PLANT MANAGER

PRODUCTION SUPERINTENDENT

PROCUREMENT

PRODUCT PROCESSING FOREMEN

SERVICE FOREMEN

(illustration
PLANT ORGANIZATION PLAN IN SUPPORT
RESPONSIBILITY PERFORMANCE REPORTS

14

ENGINEER

CONTROLLER

COST ACCOUNTING

MARKETING AREA:

MARKETING MANAGER

SALES STAFF

Published
by eGrove, 1968
January-February,
1968
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week
plannedSystems,
level of
the No.
products,
Management Services: A Magazine
of’sPlanning,
andlivestock
Controls, Vol.lying
5 [1968],
1, Art. 3both in the preslaughter. The indicated surplus
and post-converted state, vary
or shortage is the measure of how
from week to week, the desir
well balanced the plan is for the
ability of such process-further de
week being planned. Decisions
cisions should be continually evalu
with regard to indicated surplus
ated. A formal means of accom
positions would relate to disposi
plishing this is depicted in Illus
tion of product, through sale or a
tration 7 on page 23.
decision to freeze product; deci
The percentages shown are stan
sions on product that is short would
dard yields, representing the prod
lead to purchase or to possible re
ucts that would be obtained upon
duction of the sales forecasts on
conversion of selected other prod
more marginal business.
ucts. Financial aspects are dealt
with in the lower portion of this
illustration. The net result repre
Procurement alternatives
sents the profit or
impact of
At this point, the alternatives
the decision to convert a particular
available for supplying the fresh
product. It will be noted that only
meat requirements must be evalu
the direct out-of-pocket costs are
ated. These alternatives include
dealt with in this determination
purchase of (1) specific prime cuts,
since it is a short-range decision.
(2) carcasses, and (3) livestock.
It is important to recognize that the
particular company which has
value of converted products repre
The challenge . .. is to search
a heavy commitment of slaughter
sents an estimate of sales realiza
ing facilities has these options also,
tion; therefore, it is absolutely nec
for alternative
but perhaps in the short range there
essary that a feedback of actual
slaughter levels
is less latitude in exercising the op
realization be obtained so as to
tions.
better judge the results of the en
and mixes within each level
In evaluating the livestock alter
tire process-further decision. For
to arrive
native, the fresh meat requirements
the same reasons the standard yields
must be translated into equivalent
must be compared periodically
at an optimum balance.
livestock. Illustration 6 on page 23
with actual yields.
Such determinations
shows the results of attempting to
Before a final slaughter chain
balance the requirements of fresh
speed is decided upon for the en
are ideally suited
meats (pork in this case) with a
suing week, livestock availabilities,
to a linear programing
selected livestock slaughter level.
current margins, and slaughtering
application.
capacities must be reviewed. An at
Because a company’s sales patterns
are not balanced, in terms of primal
tempt is usually made by manage
cuts needed, there will always be a
ment to use the slaughtering facil
surplus or shortage of certain cuts.
ities at their optimum level, say,
The challenge here is to search for
within the range of a 36- to 40-hour
alternative slaughter levels and
work week. Generally, the gang
sizes at “rated speeds” are well de
mixes within each level to arrive
at an optimum balance. For com
fined through engineering studies,
and agreement on them is reached
panies advanced in the use of com
between the company and union
puters, such determinations are
ideally suited to a linear program
representatives. For this shorting application.
range planning, only direct ex
To more fully integrate the
penses, principally direct labor and
weekly profit plan, a careful review
fringe benefits related to them; util
should also be made of so-called
ities; etc., would be considered in
surplus and deficit products to de
arriving at a direct unit cost of
slaughtering.
termine what flexibility exists in the
further conversion of certain sur
For the purpose of more effec
tively using this information, the
plus cuts to satisfy any shortages.
There are many opportunities for
direct slaughter costs should be
computed for each rated slaughter
the meat packer to convert or proc
ess certain products further. How
chain speed and for operating at
ever, because the economics under
various numbers of hours within
30
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each speed. This cost information
can then be put into a chart such
as shown in Illustration 8 on page
26.
bell-shaped curve results
since, until 36 hours are worked,
total labor dollars are the same
because of the guaranteed work
week; therefore the per-unit costs
are higher at lower volume levels.
Likewise, after 40 hours, overtime
contributes to higher per-unit
costs. This chart technique better
enables a company to assess the cost
consequences if greater or lesser
livestock quantities are slaughtered
at each speed.

Freezer inventory
One additional important factor
to be considered in the short-term
procurement budget is the freezer
inventory level. Some companies,
because of their regular distributive
product lines, are consistent surplus
producers of certain primal cuts
and, therefore, in determining the
timing of disposal of such sur
pluses, must consider the freezer
alternative available. Likewise,
some companies are continually
short of certain primal cuts or trim
mings; these companies must also
consider the desirability of a freezer
alternative, should it prove advan
tageous to purchase product in ad
vance of the actual need. Infor
mation inputs into the freezer al
ternative decision should include
knowledge of present product costs,
carrying costs of the inventory
while in freezer storage, and an
estimate of product prices at cer
tain points in the future when it is
expected that the product will be
removed from storage. Carrying
costs would include the following:
(1) the imputed interest on inven
tory investment, during the period
stored, (2) direct storage costs,
(3) property taxes, (4) insurance
costs, and (5) spoilage and shrink
age.
The weighing of all these inter
related factors will result in two
decisions: First, the final level of
procurement and slaughtering op
erations will be set. Second, that
portion of the raw material needs

January-February, 1968
Published by eGrove, 1968

that will be purchased fresh will
Bertholdt: Planning for Profitability
be established.

Financial planning information
The importance of the account
ing system may be indicated by
the number of times reference has
been made to the need for knowing
costs and profit margins for various
processing and other operations.
An effective overall accounting
system must provide three broad
types of information. These in
clude, first, the traditional custodial
accounting requirements; second,
the performance (or responsibility)
accounting requirements; and third,
what some have termed decision
making accounting requirements.
Each of these requirements is
basically different, and therefore
they cannot all be met by the same
reports and figures.
The decision making accounting
requirements would include the
cost requirements for applying pro
duction scheduling alternatives, for
evaluating the sell-fresh-or-processfurther decision, and similar mat
ters. Thus, any accounting system
must be designed to include quan
titative information in the form
which can best provide the basis
for a specific management decision.
One of the basic needs is for
cost information. Two methods can
be used to develop these data:
Statistical cost finding proce
dures, in which costs are devel
oped using past and current infor
mation: Statistical procedures pro
vide an advantage in that cost con
struction may be varied at will to
reflect current conditions in a way
most appropriate for the end use
of the cost information. However,
it is not possible to make these
costs agree, in the aggregate, with
the actual costs in the company’s
records.
Integrated cost accounting pro
cedures, in which an integrated
system of accounting for costs pro
vides product costs that agree in
total with the costs recorded in the
accounts and identifies differences
according to cause.
Perhaps the most significant dif-

An effective overall

accounting system must
provide three broad types of
information: the traditional
custodial accounting
requirements; the per

formance (or responsibility)
accounting requirements;

and what some have termed
decision making

accounting requirements.
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ference between the two methods
tion or proration of the fixed over
the selling
prices
recover all
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arises in the area of performance
head to products or inventory
costs and generate a normal profit
evaluation and control. To assess
value. These fixed expenses would
margin), and it allows a greater
production costs and margins ef
be grouped in a pool and, for a
degree of flexibility in studying al
fectively, what costs and profits
given time period, would have to
ternative annual profit plans, par
should have been—or were ex
be recovered in total before a profit
ticularly through applying produc

pected to be—must be compared
would be realized. The reasoning
tion scheduling alternatives in mul
against what costs actually were.
behind this theory is that fixed ex
tiplant operations. However, all of
penses are incurred as a conse
This presupposes the ability to de
these advantages are limited by the
termine standard or expected costs
quence of decisions which have
accuracy of the somewhat arbit
for the volume level and product
nothing to do with any particular
rarily allocated overhead.
mix actually achieved.
units of production. In the short
The treatment of overhead as a
term they would have been in
In the final analysis, the choice
pool, as is the practice under the
of costing procedures would rest
curred whether or not any specific
direct costing method, has the ad
vantage of simplicity, and it avoids
on simultaneous consideration of
units had been produced, and cor
arguments about the many varied
the degrees of cost data accuracy
responding amounts of expense
methods of overhead allocations.
and detail which can be utilized ef
would be incurred in subsequent
fectively by management and the
The disadvantage of this method is
periods regardless of the volume of
expense associated with obtaining
that net profit by product line is
production.
them.
not readily determinable, nor is it
The alternative to direct costing
possible to have a “full cost” stan
is absorption costing. Under this
dard unit cost.
method the plant elements of cost
Cost separation
of sales, variable and fixed, are
Costs generally may be classified
deducted from sales to arrive at
Direct costing risks
as product-identifiable or indirect.
gross profit. Generally, the fixed
One of the greatest problems en
Product-identifiable costs, for ex
overhead under this method is
countered in employing a direct
ample, would include costs of di
“unitized” to individual products,
costing theory, particularly apply
rect material and other costs and
based on budgeted volume. While
ing it to product costs, is that it
expenses that are clearly assignable
it is not practical to discuss all the
often is feared that sales at mar
directly to the product for which
various methods of allocating this
ginal prices may reduce the general
they are incurred. Indirect costs,
overhead here, overhead can be
price
level at which all products
by contrast, cannot be assigned di
categorized into three broad group
are
sold.
Thus, there is concern
rectly to products but must be dis
ings, for allocation purposes, as fol
that
a
considerable
portion of the
tributed or allocated to products
lows:
total sales volume will be made
on a broad and more arbitrary ba
• Those clearly assignable, for
at marginal prices or at prices be
sis. It is important to note that
example, space costs to be assigned
low regular sales prices. It is ex
whether a cost is identifiable or
on the basis of amount of space
tremely important that adequate
indirect does not indicate whether
occupied
checks be provided against the mis
it is variable or fixed, although
• Those that are reasonably dis
use of cost information in establish
there is usually a high correlation
tributable, for example, supervisory
ing pricing policy. This certainly
between identifiable and variable
efforts related to, say, labor sched
seems to require that executives have
costs. Illustration 9 on page 26
uling
a full understanding of the dangers
shows the separation of the typical
• Those that can only be allo
well as the advantages of accept
meat packer’s costs.
cated arbitrarily, for example, the
ing orders on the basis of “mar
Direct costing concepts require
salaries of top supervisory person
ginal” pricing, that is at selling
distinguishing costs as direct or
nel.
prices in excess of variable costs
fixed within the manufacturing,
but perhaps less than full unitized
selling, and general and administra
Pros and cons
costs. It also is necessary for execu
tive expense categories. Total vari
tives to understand the circum
able manufacturing, selling, and
Each of the costing methods has
stances under which the company
certain advantages and disadvan
general and administrative expenses
can safely isolate marginal sales
are deducted from gross margin to
tages. The advantage of using the
absorption method or “unitized”
from other sales. Furthermore, and
arrive at operating margin. From
most important, authority for devi
approach is that net planned in
this amount is deducted the total
ations from established selling
of fixed manufacturing, selling, and
come can be developed by product
general and administrative ex
prices should be centralized in a
line for the annual profit plan. It
penses to determine net profit. Un
group of responsible individuals,
can serve as a guide for setting
der strict interpretation of direct
such as a pricing committee, whose
price structures (this “full” cost
costing there would be no alloca
members really understand the improvides a measure for determining
32
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RESPONSIBILITY PERFORMANCE REPORT

STANDARD BUDGET ALLOWANCE
VARIABLE

FUNCTION

VARIANCE
(UNFAVOR.)

RATE

AMOUNT

TOTAL

actual

$4.50

$27,000

$27,000

$28,000

5,833

5,833

3,333

.20

1,200

4,533

4,500

250

.08

480

730

780

FIXED

DIRECT OPERATING LABOR

(ILLUSTRATION

Month: March, 19xx

Center: Cattle Kill Foreman
Variable Factor: Head Killed

$(1,000)

OPERATING EXPENSES:
SUPERVISION
INDIRECT LABOR
EMPLOYEE BENEFITS
EXPENSES & SUPPLIES

$ 5,833

33
(50)

1,875

.25

1,500

3,375

4,250

(875)

$11,291

$5.03

$30,180

$41,471

$43,363

$(1,892)

PERTINENT STATISTICS:

ACTUAL

PROFIT PLAN

HEAD KILLED
CAPACITY UTILIZED

6,500

6,000

75%

70%

Disposition: Production Superintendent • Department Foreman • Plant Controller

(ILLUSTRATION

Month: March, 19xx

Center:
Variable Factor: KWH Delivered

RESPONSIBILITY PERFORMANCE REPORT

standard budget allowance

function

variance

VARIABLE

FIXED

RATE

AMOUNT

TOTAL

(UNFAVOR.)

actual

OPERATING EXPENSES;

COAL, ELECTRICITY, ETC.
SALARIES & WAGES
EMPLOYEE BENEFITS
EXPENSES & SUPPLIES

$40,000
13,667
416
5,917

$.006
.002
.0001
.0009

$5,700
1,900
95
855

$45,700
15,567
511
6,772

$46,000
15,500
500
6,700

$(300)
67
11
72

$60,000

$.009

$8,550

$68,550

$68,700

$(150)

PERTINENT STATISTICS:

KWH DELIVERED—ACTUAL

950,000

Disposition: Production Superintendent • Department Foreman • Plant Controller

Month: March, 19xx

Center: Production Superintendent

YEAR TO DATE

CURRENT PERIOD

ALLOWANCE

ACTUAL

VARIANCE (Unfavorable)

$ 41,471

$ 43,363

$(1,892)

$230,892

$240,610

$(9,718)

POWER
$ 68,550
MAINTENANCE
FREEZER
ICE & ICING
PRODUCTION
SUPERINTENDENT

$ 68,700

$(150)

$162,720

$168,970

RESPONSIBILITY AREAS

ALLOWANCE

ACTUAL

(illustration
RESPONSIBILITY PERFORMANCE REPORT

VARIANCE (Unfavorable)

OPERATING EXPENSES:
CATTLE KILL
CATTLE CUT
DRESSED BEEF
HOG KILL
HOG CUT
FRESH PORK
SMOKED MEATS
SLICED BACON
SAUSAGE

SERVICE EXPENSES:

PERTINENT STATISTICS:

HEAD KILLED-BEEF
-PORK

____________

_ ________________

$(6,250)

PROFIT PLAN

ACTUAL

6,000
48,000

6,425
49,500

Disposition: Plant Manager • Production Superintendent • Plant Controller
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plications of setting selling prices
within a company’s profit and loss
expenses
varying
volume
Management Services: A Magazine of Planning, Systems, and Controls, Vol.
5 [1968], under
No. 1, Art.
3
on direct cost versus absorption
statement.
levels.
cost bases.
The form that a meaningful in
Referring to the plant organiza
come statement might take for a
tion chart in Illustration 14 on
meat packer is shown in Illustration
page 29, performance reports
Responsibility feedback
11 on page 27. This statement is
should be developed for each re
A profit plan, standing alone,
segregated as to variable and fixed
sponsibility area assigned to manu
does not provide management with
expenses to provide an operating
facturing, administrative, and mar
the means of determining how good
margin. Furthermore, the extent of
keting functions.
the plan was or whether it was car
variation from standard costs for
The period selected for measur
ried out. This can be done best by
the production volume actually
ing performance against budget al
using “management control re
processed—for the variable costs—
lowance in the following illustra
ports.” These may be defined
illustrates the dollar effect on re
tions is a month. The variable
comparing planned revenues, costs,
sults of good or poor operations
budget allowance on the perfor
and profits (or profit contributions)
which should be controllable.
mance reports for the cattle kill
for each organizational segment of
Illustration 12 on page 29 shows
and power cost centers have all
the company, limited to the factors
a product fine profitability report;
been “flexed” (adjusted) to reflect
within the control of the respective
similar reports could be prepared
the budget allowance at the actual
supervisor. This is a very different
by location, customer group, or, in
level of activity in the respective
concept from that underlying, first,
somewhat greater detail, to show
department or area. Actual per
the traditional statement of profit
key individual items. The variance
formance, accordingly, will be
and
and, second, the “depart
from plan column very quickly
measured against the standard
mental statement” still prevalent
enables a manager to pinpoint key
budget allowance adjusted to the
in the meat industry. These reports
amounts which have varied sub
level of activity achieved.
do not qualify
management con
stantially from the plan for further
Illustrations 15 and 16 on page
trol reports because they lump in
investigation.
33 show a responsibility report for
a single profit figure the effect
a production as well
a service
performance in all of the different
department. These reports become,
Yield reporting
functions, which are thus being
in effect, the respective foreman’s
measured only in the aggregate.
An example of yield information
report card for the month. Since all
Too, the typical “departmental”
reporting is shown in Illustration
expense elements assigned to the
statement includes much data over
13 on page 29. The report sets
foremen are controllable by them,
forth the variance from standard
which the respective departmental
it becomes their responsibility to
supervisor has little or no control,
yields in terms of percentage,
provide explanations to the plant
such as transfer prices (both in and
weight, and amount. Too often
superintendent for any out-of-line
out), depreciation and other fixed
these yield reports are prepared on
conditions.
a quantitative basis only, which
Moving up the organization, the
costs, and the like.
This discussion should not be in
does not permit a ready determina
plant superintendent receives a re
tion of larger dollar differences—
terpreted to mean that the tradi
port (Illustration 17 on page 33)
the final pinpointing of where man
highlighting those areas in the plant
tional profit and loss and depart
agement action should be directed.
mental statements do not serve a
over which he has the authority to
The type of profit plan that most
purpose. They can be used for gen
direct operations.
companies develop today requires
The administrative departments
eral economic evaluations of de
that the accounting and financial
are also provided with reports sim
partmental results. But they do not
information be
set up that it
tell management, by area of re
ilar to those discussed above. For
specifically spells out how costs and
example, the cost accounting super
sponsibility and controllability,
expenses react to volume. This is
visor’s report is basically the same
whether the profit plan was carried
necessary because a profit plan, in
as that for the plant operating and
out and, if it was not, who was
the true sense of the word, is put
service foremen, with actual results
responsible. This “feedback” is es
ting
down
on
paper
what
the
fi
measured
against the budget al
sential to the profit planning proc
nancial goals of a business should
lowance adjusted for actual con
ess, and all too often it is not read
be. In other words, profit planning
ditions.
ily available to top management.
has to be constructed so that it op
A copy of the cost accounting
The vehicle for this control is the
erates much like a battle plan
supervisor’s report is in turn pro
reporting system, and some of the
where several strategies are devised
vided to his immediate superior,
kinds and forms of reports used
so
that
one
can
respond
quickly
the controller, and the results are
are indicated here. Illustration 10
inserted on the controller’s report
to changing conditions. Thus, it has
on page 27 shows the various types
to be dynamic and flexible, and
for those areas for whose opera
of reports that are necessary to con
flexible budgeting can best control
tions he is responsible. It can be
trol each cost and expense element
34
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facility, Planning
but a more
exact method
seen that the controller’s responsi Bertholdt:
for Profitability
is to estimate the actual profits on
bility report, Illustration 18 on
a cumulative basis, year by year,
page 36, shows the performance
until the total equals the gross in
of the cost accounting and other
vestment. The payout period indi
departments within his responsi
cates how soon the investment will
bility.
be recovered, which is particularly
The final responsibility perform
important where there may be a
ance report for the plant and ad
risk that the facility will have a
ministrative functions is that is
short economic life because of early
sued to the plant manager (Illus
obsolescence or for other reasons.
tration 19 on page 36). It provides
However, the method is not a meas
a summary
to how overall oper
ations measured up to previously
ure of profitability, since it usually
does not indicate how much income
developed objectives. When a com
pany clearly establishes individual
will be received after the payout
period; for that reason it does not
authority and responsibility the fol
serve adequately as a basis for
lowing emerges:
comparison with alternative invest
• The vice president of produc
ments with different income-pro
tion at the corporate level can hold
ducing periods.
the plant manager accountable for
Another way of evaluating pro
the product cost and expenses in
posed capital additions is the
curred at his plant
straight “return on investment”
• The plant manager in turn can
method. Here, a computation is
hold the plant superintendent and
made to determine, on an average
managers of administrative areas
accountable for the performance in
annual basis, the percentage of the
their respective areas of responsi
estimated net income (after taxes)
to the average amount invested
bility
(one half of the original invest
• These people can in turn hold
the manufacturing and administra
ment). Again, the evaluation does
not give consideration to the flow
tive department supervisors respon
of funds during the life of the proj
sible for the performance of the
ect, and it therefore does not per
individual departments.
This chain proceeds on down
mit comparison of the rates of re
the organization lines within the
turn between alternative projects
processing, service, and adminis
having different rates of flow of
funds and income-producing pe
trative departments.
riods.
The third method for determin
Capital expenditure planning
ing return on investment is the
The profit plan—particularly for
“discounted cash flow” method.
the longer term—would be incom
This method recognizes that a dol
plete without considering carefully
lar earned in the earlier years of
the matter of capital expenditures.
the life of a project is more valu
able than a dollar earned in later
Capital expenditure plans should
years, since earnings generate in
consist of a carefully worked out
come after they are created.
pattern of justification and author
The last-named method, while
ization. Several methods are in use
the most complex, is also the most
in the industry. The simplest is the
realistic, always assuming that ex
“payout” method, which shows the
pected costs of acquiring the fa
time required to recover, through
cilities and of related operating ex
after-tax profits, the gross amount
penses are realistically stated.
of the expenditure. It is determined
method should also be devised
by dividing the gross cost of the
for informing top management
addition by the after-tax profits
throughout the course of construc
(after adding back noncash charges
tion about whether the capital ex
for depreciation). Sometimes the
penditure project is being carried
after-tax profits used are the aver
out at the planned total cost. This
age expected over the life of the
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Capital expenditure plans

should consist
of a carefully worked out
pattern of
justification
and authorization .. .

A method should also

be devised
for informing top manage
ment throughout

the course of construction

about whether
the capital expenditure

project is being carried out

at the planned total cost.
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Center: Controller

Month: March, 19xx
CURRENT PERIOD

RESPONSIBILITY AREAS

ALLOWANCE

ACTUAL

COST ACCOUNTING
DATA PROCESSING
PAYROLL
GENERAL LEDGER
CONTROLLER
LIVESTOCK
ACCOUNTING

$ 1,953

$ 2,281

YEAR TO DATE

VARIANCE (Unfavorable)

$

ALLOWANCE

ACTUAL

VARIANCE (Unfavorable)

(328)

RESPONSIBILITY PERFORMANCE REPORT
(illustration
$10,270

$11,492

$(1,222)

Disposition: Plant Manager • Plant Controller (2)

Center: Plant Manager
RESPONSIBILITY PERFORMANCE REPORT
(ILLUSTRATION 19
RESPONSIBILITY AREAS
OPERATING EXPENSES:

Month: March, 19xx
YEAR TO DATE

CURRENT PERIOD

VARIANCE (Unfavorable)

ALLOWANCE

$230,892

$240,610

$(9,718)

10,270

$ 11,492

$(1,222)

162,720

168,970

(6.250)

$196,721

$201,620

$(4,899)

ALLOWANCE

ACTUAL

VARIANCE (Unfavorable)

SERVICE EXPENSES:
ENGINEERING

CONTROLLER
PLANT MANAGER
PRODUCTION
SUPT.
PROCUREMENT
OCCUPANCY

$

Disposition: Vice-President of Production (Head Office) • Plant Manager • Plant Controller

requires knowing, at predeter
mined intervals in the construction
stage, whether costs incurred to
that point are on target and
whether the corresponding planned

stage of completion has been
reached. With such reports man
agement can avoid unpleasant sur
prises in the form of large unex
pected overruns of costs—or can at
least see them coming.
Finally, one or more post-comple
tion audits should be conducted for
each major capital expenditure.
Managers who initiate capital ex
penditure requests tend to become
more careful in their cost and sav

ings predictions if they know that
these will all be subjected to criti
cal reappraisal.

Conclusion
The procedures outlined in this
paper provide an excellent frame
work within which management
can plan and control the business.
To a large degree the processes de
scribed are directed toward inte
grating fully the accounting re
quirements with the reporting re
quirements, both of which, in turn,
rest on formal integrated profit
planning procedures from which

36
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operating tactics are then devel
oped. However, it should be rec
ognized that many benefits can be
obtained by adopting—on an evo
lutionary basis—certain phases of
these procedures to improve per
formance. For example, a livestock
evaluation program and increased
reporting on yield performance
have proved to be areas where im
mediate benefits can be obtained.
In the final analysis, each com
pany must take a critical look at
its planning and control procedures
for areas susceptible of improve
ments and then develop a sequen
tial program to put them into effect.

Management Services

20

